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“Labour has been and should continue to be a full 

- partner in the process of economic recovery. Workers 
deserve a fair share of the recovery’s benefits and an 
equal voice in the resolution of issues like technologi- 
cal change and productivity improvement ... Greater 
_ productivity results from a combination of progressive 
management, ingenious technology and high 
employee morale. It is the main long-term guarantor 
_of increased real wages for Canadians.”’ 


The Speech from the Throne, 
December 7, 1983. 


Preface 


In my April 1983 budget speech I announced our intention to create a national cen- 
tre for productivity and employment growth, where labour and business can together 
develop concrete and specific measures to increase productivity and expand our 
employment opportunities. The Canadian Labour Market and Productivity Centre 
has now been established and will soon be operating. 


I am now proposing a further step to assist Canadian workers and managers to build 
a more productive and competitive economy. Employee Profit Participation Plans 
will encourage the use of broad-based gain-sharing plans in companies by giving a 
special 10-per-cent income tax credit, shared between employers and employees, 
where such plans provide for sharing profits with workers. 


While this proposed plan is addressed to all workers in the private sector, in all com- 
panies, it should be particularly attractive to workers employed in small and 
medium size companies. The plan is carefully designed to work alongside the normal 
collective bargaining process. In successful gain-sharing plans, profit shares are not a 
substitute for basic pay. Wages will continue to be a matter for labour-management 
negotiation. 


The more widespread use of broad-based gain-sharing plans will increase the ability 
of workers to participate directly in the benefits resulting from better productivity 
and improved cost performance in their firms. The government believes that this will 
help to increase co-operation between employers and employees in the workplace and 
will thus improve productivity and competitiveness. It is my hope that as manage- 
ment and workers increasingly recognize their mutual interests and develop more 
effective working relationships on the shop floor, this will contribute to a greater 
sense of partnership between business and labour throughout our economy. 


Mle le tnd 


The Honourable Marc Lalonde 
Minister of Finance 
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1. Why Gain Sharing? 


Over the past few years, there has been a heightened awareness of the importance of 
co-operative and constructive labour-management relations as a critical ingredient in 
assuring the health of business and the security of employment. The severity of the 
recent recession has focused attention on this issue and led to a new spirit of realism 
and frankness in addressing it. 


Gain sharing is a way of encouraging and supporting an ongoing process of change in 
the workplace toward a more participative and co-operative relationship between 
employers and employees. 


Labour-Management Relations and Productivity 


The slowdown in productivity growth over the past several years constitutes one of 
the major economic ailments of modern industrial countries today. The productivity 
problem is of particular concern for Canada, where the decline in productivity growth 
has been one of the largest among the major industrialized countries, and where the 
average rate of growth of productivity has been extraordinarily low since 1973. 
Although productivity appears to have increased by more than 2 per cent in 1983, 
this strong performance of productivity is due primarily to the rapid pace of economic 
recovery and is unlikely to be sustained over the longer term. 


A recovery in productivity growth is essential for several reasons. First, productivity 
growth is important for maintaining and improving Canada’s competitive position 
vis-a-vis its trading partners. Canada is one of the most open economies in the indus- 
trialized world and Canadian producers are faced with increasingly intense foreign 
competition. Second, productivity gains are a key factor in determining the growth in 
our standard of living: a sustained increase in real per capita income is not possible 
without an increase in the average level of production per worker. Third, productivity 
gains reduce the potential for social conflict over income distribution in our society: 
without an increase in real income per capita any improvement in the economic con- 
ditions of some will be at the cost of deterioration in the economic position of others. 
And finally, productivity growth is a prime weapon in our continuing battle against 
inflation. 


The causes of the recent productivity growth slowdown in Canada and in other indus- 
trialized countries are not fully understood, and it is doubtful whether there will ever 
be a completely satisfactory explanation of why it occurred. There is, nevertheless, 
general agreement that future productivity gains will depend in large part on four 
factors: the amount of capital per worker; the introduction of new technologies; the 
education and skills of Canadian workers; and the efficiency and imagination with 
which capital, technologies and skills will be used — that is, the organization of work. 


Until recently, most of the concern with increasing productivity has been focused on 
investment, training and technological change. Although investment in new capital, 
the training of workers, and the development and spread of new technologies still are, 
and will remain, three of the most important contributors to productivity improve- 
ment, increasing attention is now being devoted to the management of human 
resources, and the relations between workers and management in the workplace, as 
areas where potentially important productivity gains can be obtained. 


Several studies and reports published in the past few years underline the crucial role 
of the human factor in the productivity equation. There is an increasing awareness 
that workers constitute by far the most important resource in an organization and 
that large productivity gains can be achieved if employees’ knowledge and skills are 
used more effectively by tapping their creativeness in the search for more efficient 
methods of production. 


A 1982 report by the Canadian Manufacturers Association, called ““Competing in 
the Global Village’, has drawn attention to the crucial role played by the manage- 
ment of human resources in productivity improvement. A recent study by the New 
York Stock Exchange also noted the enormous potential for boosting productivity 
growth through better management of people. Thomas Peters and Robert H. Water- 
man in their best-selling book In Search of Excellence, a study of the best-run compa- 
nies in the United States, stress the importance of the human factor in the produc- 
tivity equation: “If you want productivity and the financial reward that goes with it 
you must treat your workers as your most important asset”. 


While general working conditions have improved substantially during the past 

30 years, many opinion polls nevertheless indicate that job dissatisfaction has also 
been growing significantly. The growing discontent of people with their jobs is by no 
means limited to factory workers; it is also being expressed by clerical workers and 
supervisors. Traditional management methods, which may have been appropriate in 
previous decades, have been slow to evolve and adapt to the changing attitudes and 
rising expectations of the workforce. 


Workers today want to be informed about their organization’s goals and perform- 
ance. They want to understand why, as well as how, things should be done in their 
organization. They want to participate in the decisions that affect their jobs and 
their work environment. They also want their contribution to the success of their 
organization to be fully recognized and rewarded in financial or non-financial terms. 


Failure to understand and respond to these aspirations can lead only to continuing 
unnecessary conflict between management and workers, conflict that shows up in 
work stoppages, higher rates of absenteeism, high turnover rates, waste of materials, 
supplies and equipment, and a deterioration in the quality of goods and services 
being produced. 


Countries with disruptive and overly adversarial labour-management relations are 
very vulnerable to foreign competition. Potential customers are concerned about the 
reliability of suppliers in meeting contract terms such as requested quantities and 
dates of delivery. They are also concerned about product quality and after-sales ser- 
vices. Potential investors are nervous about the prospect of long and costly strikes. 


Furthermore, countries with poor records of industrial disputes often show lagging 
productivity, rising unit costs and poor price stability, which directly affect their 
capacity to compete. 


Recent studies on inflation performance in a number of countries suggest that the 
degree of social consensus in a country, as reflected in its long-term record of strike 
activity, was a key factor in explaining inter-country differences in inflation perform- 
ance in the 1970s. Countries with a strong sense of social partnership seemed better 
able to cope with the external and internal price shocks which occurred during the 
1970s, and to avoid the damaging process of wages chasing prices and prices chasing 
wages. 


Recent trends in work relationships indicate that both labour and management are 
becoming increasingly willing to temper their traditional adversarial relationship 
with a more co-operative approach oriented toward problem solving. There is a grow- 
ing awareness by both management and workers that they will have to do things in a 
different way in future. Spurred by the slowdown in productivity growth and the 
growing pressure from international competition, managers are experimenting with 
an array of human resource programs which they hope will ultimately contribute to 
an improvement in their companies’ productivity and profit performance. These 
initiatives range from employee appraisal and feedback, to job design or redesign 
that make the employee’s job more fulfilling and challenging, to changes in the form 
of compensation giving employees a more direct stake in their companies’ fortunes. 


Role of Gain Sharing in Improving Labour-Management Relations 
and Productivity 


Gain sharing can contribute directly to the improvement of productivity. By giving 
employees an opportunity to participate in the financial performance of their compa- 
nies, gain sharing rewards efficiency and can foster a climate in which change is more 
readily accepted because the benefits from change are shared directly by workers. 
Also, and important over the long term, gain-sharing plans can contribute indirectly 
to improved labour management relations by facilitating the evolution toward a more 
open style of management which puts a greater emphasis on information sharing and 
the participation of workers in decisions that affect them. 


Successful gain-sharing plans require the participation of employees in the develop- 
ment and management of the plan. Co-operation in this area could provide a basis 
for a co-operative approach to other employment-related issues such as Job security, 
productivity, quality of working life, health and safety concerns and general work 
organization. To be successful, gain sharing also requires management to share infor- 
mation openly and honestly with employees. At a minimum, employees need to 
know the basis on which profits are calculated and distributed, and to be aware of 
important decisions that could affect the profitability of the company. Again, this 
first step can provide a basis of frankness and trust for the constructive discussion of 
other matters of mutual interest: the financial condition of the company, future com- 
petitive challenges to be faced, new products or markets, plans for the purchase of 


new equipment, etc. Information sharing also allows the company to benefit from 
workers’ first-head knowledge of the production process, since they often know better 
than anyone else in the firm how a particular job can be performed more efficiently. 


Companies with successful gain-sharing plans tend to maintain an open and par- 
ticipative atmosphere in decision-making. According to the study by the New York 
Stock Exchange referred to earlier, a very large majority of U.S. companies with 
broad-based gain-sharing plans report that their non-management employees partici- 
pate in decision-making. This finding suggests, according to the authors of the study, 
that “financial participation in a company probably generates other forms of partici- 
pation as well”’. 


Several studies have been done in the U.S. on the performance of companies that 
have gain-sharing plans. Their conclusions are unanimous that gain-sharing plans 
have positive effects in terms of both better labour-management relations and 
improved productivity performance. 


A study prepared by the U.S. General Accounting Office, about firms with produc- 
tivity-sharing programs, indicates that these plans had resulted in significant cost 
savings for the firms. These cost savings represented the equivalent of about 29 per 
cent of total labour costs in those firms where productivity-sharing plans had been in 
operation for five years or more. It should be noted that employees in those firms 
received wages and benefits which were competitive with other firms 1n their geo- 
graphic areas. The most important factors responsible for these cost savings included 
improved performance of employees, reduction in scrap, rework and waste, better use 
of materials, supplies and equipment, cost-saving suggestions, improved process or 
procedures, and better product quality. Among the non-monetary benefits resulting 
from productivity-sharing plans, 80 per cent of the firms cited an improvement of 
labour-management relations. Other benefits, mentioned by some of the firms, 
included better teamwork, increased job satisfaction, closer identification with the 
firm and less resistance to change. 


Similarly, the New York Stock Exchange study indicated that about 75 per cent of 
firms with productivity-sharing and profit-sharing plans report success in improving 
productivity. Less than 5 per cent of companies reported that they were unsuccessful 
at increasing productivity. The rest either did not respond or believed that it was too 
early to make an evaluation. 


Although the experience with broad-based gain-sharing plans in Canada is much 
more limited than in the U.S., a study of Canadian companies with broad-based 
profit-sharing plans concludes that gain sharing is a powerful technique for creating a 
positive employer-employee climate and for increasing the productivity performance 
of a firm. 


Despite the success of gain sharing plans where they have been introduced, and the 
fact that many of these plans have involved unionized companies, some union leaders 
have expressed indifference and even opposition to the introduction of such plans. 
One of the fears expressed in the past has been that gain sharing is a management 
tool designed to undermine the collective bargaining process and weaken workers’ 
loyalty to unions. Another objection relating to the possible role of the union in gain 


sharing firms has been that union representatives would not be allowed any real 
voice in the development and administration of these plans. 


The proposal advanced in this paper supports gain sharing plans in a way that is 
entirely compatible with the collective bargaining process. Gain sharing plans will 
qualify for tax assistance only when their terms and conditions are voluntarily sup- 
ported by both employers and employees and there is a labour-management commit- 
tee in place to oversee the operations of the plan. Certain basic minimum conditions 
would have to be met to qualify for tax assistance but, so long as these are respected, 
the precise terms and conditions of the plan can be agreed or negotiated between 
management and labour. Wages, fringe benefits and working conditions would 
remain matters for separate negotiation, with the plan providing an opportunity for 
employees to achieve additional income over and above the negotiated wage rate 
established at the bargaining table. 


2. Government Support to Gain Sharing 


In addressing the question of whether there is a need for tax incentives to encourage 
the adoption of gain sharing plans in private industries, it is necessary to ask whether 
any government support 1s needed and to review what already exists in the way of 
government assistance. 


Rationale for Government Support 


The main justification for government support to gain sharing is that gain sharing 
generates spin-off benefits to society as a whole, over and above the benefits that 
accrue directly to employers and employees in gain-sharing firms. A greater co-opera- 
tive effort to improve productivity will not only provide immediate income gains to 
individuals involved but will also increase overall economic growth, reduce social ten- 
sions over income distribution, and contribute to reducing inflation. Similarly, an 
improvement in relations between employers and employees in the workplace can 
lead to more harmonious business-labour relations in general, with obvious benefits in 
the form of reduced social conflicts, fewer work stoppages, a stronger and more com- 
petitive economy, and greater employment opportunities. 


Current Incentives 


The only form of gain sharing that has been encouraged in the past by the govern- 
ment is profit sharing. It is necessary to distinguish two types of profit-sharing plans: 
current, or cash, distribution plans and deferred distribution plans. Only deferred dis- 
tribution plans are currently defined and supported under Canadian tax laws. 


In cash plans, full payment of profit shares is made to participants shortly after prof- 
its have been determined. In Canada, the employer’s contributions to this type of 
plan are fully deductible, like any wage cost, in the year they are made. For the 
employee there is no tax incentive for participation. The employee’s share is taxed as 
additional wage income. Since the Income Tax Act does not require registration of 
this type of plan, reliable estimates of the number in use in Canada are not avail- 
able. 


Under a deferred payout plan, an employee’s share of company profits is placed in a 
trust fund to be distributed at a later date, usually on the employee’s retirement, ter- 
mination of employment due to disability, or death. Canadian tax legislation distin- 
guishes two types of deferred distribution plans: the employee profit-sharing plan 
(EPSP) and the deferred profit-sharing plan (DPSP). Under an EPSP, the employer 
contributes a share of his profits to a trust on behalf of his employees. These contribu- 
tions are tax deductible in the year they are made and there is no ceiling on the 


amount of contributions which can be made. Employees pay income taxes on their 
employer’s contributions as they are allocated to them and on the investment returns 
earned on these contributions as they accrue. As in the case of current distribution 
plans, there is no particular tax incentive to participate. 


The DPSP retains many of the features of the EPSP, except that the employer’s con- 
tributions and the investment returns on these contributions while they are held in 
trust are taxable in the hands of the employee only when he receives them. A DPSP 
thus provides the benefit of a deferral of income tax. The employer’s contributions 
are tax deductible up to $3,500 per employee less any contribution to a registered 
pension plan. 


In Canada, some 400 EPSPs and some 25,000 DPSPs were registered with Revenue 
Canada at the end of 1983. DPSPs can be either broad-based or restricted to senior 
management. They have been, however, largely a “top hat’? phenomenon. At the 
time of the November 12, 1981 budget, it was estimated that over 90 per cent of the 
deferred profit-sharing plans registered had no more than three members, who in 
many cases were principal shareholders 1n the corporation. Though the purpose of 
DPSPs was to encourage plans under which employees share in the profitability of 
their company, a majority of these plans have been set up primarily as supplemen- 
tary deferred compensation plans or retirement savings plans for senior management. 
As a result of the changes proposed in the November 12, 1981 budget, deductions are 
no longer allowed to an employer for any contributions to a DPSP for the benefit of 
principal shareholders. 


3. Proposal for a Registered Employee Profit Participation Plan 


To encourage broad-based gain sharing, the government is proposing a new tax 
incentive for eligible gain sharing plans. 


The proposed Employee Profit Participation Plan can be simply described as an 
arrangement whereby an employer agrees to share with his employees a predeter- 
mined percentage of the profits from the business over the coming year. If the plan 
meets certain conditions, then the profits allocated to the employees will be eligible 
for a tax credit which will be shared between the employer and employees. The cri- 
teria specified for the plan are designed to ensure that the gain sharing allocations 
are indeed contingent upon the profit of the business, but in a manner that will pro- 
vide certainty to both employer and employees concerning the proportion of the prof- 
its that will be shared. As well, the plan criteria will require broad-based employee 
participation. 


The proposed plan is addressed to all workers in the private sector, at all income lev- 
els and in all companies, small and large. However, it provides a proportionately 
larger advantage to employees in small and medium-size companies. Since it allows 
distribution of profits in the form of cash, stock or any other form, the plan will facili- 
tate the participation of small private companies as well as large public companies. 


Experience shows that gain sharing plans work best in smaller establishments where 
there is a more visible link between the collective efforts of employees and the level of 
profits. Small to medium-size companies and their employees thus stand to benefit 
substantially from the present proposal. 


The government recognizes that the tax incentive will not, by itself, accomplish the 
desired objectives of increased productivity and improved labour-management rela- 
tionships. However, it should facilitate the attainment of these objectives by 
encouraging employers and employees to act as partners in gain sharing. 


The government does not want to force a change; it simply seeks to encourage and 
speed up a process of change which is already taking place. In the same spirit which 
led to the establishment of the Canadian Labour Market and Productivity Centre, 
the government wants to play a supportive role by creating opportunities and by pro- 
viding a vehicle which can facilitate and stimulate this process of change. 


Detailed Plan Features 
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A number of basic requirements will have to be met for a gain sharing plan to qualify 
for a tax credit. These minimum requirements are designed to ensure that the pro- 
posed government incentives promote the desired objectives, while at the same time 
allowing flexibility in plan design to suit the variety of circumstances faced by busi- 
nesses. These basic requirements are discussed under six categories: 


1. Broad-based employee participation 

2. Allocation of profits to the plan 

3. Allocation of profits to individual plan members 
4. Tax incentive 

5. Labour-management advisory committee 


6. Plan registration 


Broad-based Employee Participation 


To qualify for the tax credit, a gain sharing plan must be broad-based in its member- 
ship from an eligible group. All employees in the group must be eligible to partici- 
pate in the plan, since the efforts of all employees as a team are contributing to pro- 
duce the profits being shared. This includes full-time and part-time employees, as 
well as those joining or leaving the firm during the plan year. 


Under most circumstances, an eligible group for a gain sharing plan will be all 
employees of a business. Larger firms, however, may be able to define smaller groups 
if the firm has a number of separate establishments or clearly defined profit centres 
and if proper books and records exist which allow the calculation of profits earned by 
each of these establishments or profit centres. Such firms would, therefore, be able to 
operate more than one plan if they wished to do so. The use of smaller accounting 
units offers the advantage of relating the profits to be shared more closely to 
employees’ work efforts. 


Allocation of Profits to the Plan 


The first requirement for defining a profit share is to establish an acceptable defin1- 
tion of profits earned in a plan year within the firm as a whole or by an establish- 
ment or profit centre within the firm. The second is to specify the formula which 
determines the amount of this profit to be shared. 


Firms will be permitted a good deal of flexibility in the measure of profit to be used 
as the basis for allocating a profit share to the plan. Firms which already have profit- 
sharing plans currently use a variety of profit measures. While it is the intention to 
accommodate most of this variation in profit measures currently used, the general 
test to be applied by Revenue Canada in approving the measure of profit used by the 


plan is that it must reflect the performance of the business over the year and not 
include items that distort the measure of profits arising from the business activities in 
which the plan members are involved. 


Acceptable measures of profit would include, for example, the profits of the firm 
before taxes as reported in its audited financial statement. Alternatively, profits for 
income tax purposes, where special tax deductions such as accelerated depreciation or 
the immediate write-off of research and development costs have been added back in, 
would also be acceptable. These types of adjustments to the taxable income of the 
firm may be necessary so that the profits to be shared are not affected by special tax 
deductions which do not reflect true economic costs but are allowed only for invest- 
ment incentive purposes. 


Certain exceptional types of income such as investment income earned by the firm 
could also be excluded in order to allow the profits being shared to reflect more accu- 
rately the productive activities of the firm. 


It is expected that both management and employees will be involved in establishing 
a mutually agreeable measure of profit. The labour-management advisory committee, 
discussed below, provides a possible vehicle for establishing such an agreement. 


Profits will be calculated at the end of the plan year. A plan year would be expected 
to be chosen to coincide with the financial year of the company to ease any account- 
ing burden. The key requirement, however, is that no part of the plan year can pre- 
cede the establishment date of the plan. 


The second requirement for a gain sharing plan to be eligible for the tax credit is 
that 1t have an acceptable formula for sharing profits. The portion of profits to be 
shared by the employer with his employees has to be fixed at the beginning of each 
plan year in order to qualify for the tax assistance. The structure of this formula will 
be flexible, so long as the following minimum requirements are met: 


(i) the profit share must be at least 10 per cent of the aggregate profits as estab- 
lished in the agreement; 


(ii) no upper or lower bounds can be set on the amount of the profits to be 
allocated to the plan (as long as profits are positive); and 


(iii) the percentage share of incremental profits going to the plan may increase or 
decrease as profits increase, but if the percentage share decreases the lowest 
rate of profit sharing permissible is 10 per cent. 


The 10-per-cent minimum requirement is proposed to ensure that sufficient profits 
are allocated to make the plan meaningful. A smaller proportion would generally 
result in employees receiving a profit share that formed an insignificant part of their 
compensation. For example, if the profits of a firm amount to 20 per cent of its wage 
bill, then a 10-per-cent profit share represents only 2 per cent of wages. Most effective 
profit-sharing plans currently in existence allocate more than 10 per cent of profits. 


The other requirements are designed to ensure that payments into the plan are con- 
tingent on profits being made. If the dollar amount of profits to be shared were to be 
guaranteed, then the performance incentive of the plan would be blunted. 
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A plan receiving 20 per cent of profits would be acceptable, as would one receiving 

5 per cent of the first $100,000 of profits, 15 per cent of the next $100,000 and 25 per 
cent of any profits in excess of $200,000 so long as at least 10 per cent of total profits 
go to the plan. In the latter plan, the profit share out of a total of $300,000 of profits 
would be $45,000 or 15 per cent. If, however, profits were only $100,000, then the 
actual profit shared would have to be $10,000 to meet the minimum profit share 
requirement of 10 per cent. 


While a plan with an increasing profit share, as in the last example, is acceptable, 
one with a decreasing share is not, unless the lowest rate of profit sharing to be 
applied to incremental profits is 10 per cent. For example, a sharing formula calling 
for the distribution of 25 per cent of the first $100,000 of profits, 15 per cent of the 
next $100,000 and 5 per cent of the remaining profits would not be acceptable. This 
plan would be acceptable only if 10 per cent instead of 5 per cent of profits in excess 
of $200,000 were allocated to the plan. Such formulas can be designed to have a pre- 
dictable dollar cap on the profit share over a wide range of profits and thereby 
remove the contingent nature of the amounts to be allocated. The aim of a non-dis- 
cretionary profit-share formula is to put no upper bounds on the rewards to workers 
from added profit-generating efforts. At the same time, the employer 1s not at risk if 
no profits are generated. 


The above examples of formulas are straightforward in nature. More sophisticated 
sharing formulas could also be used to link the profit-sharing plan to other types of 
incentive compensation. Increasing profit shares could be made to depend upon 
meeting certain targets of labour productivity or rate of return on capital. For exam- 
ple, a plan may designate a 10-per-cent profit share if the rate of return on capital is 
less than 12 per cent, but a profit share of 15 per cent for higher rates of return to 
capital. 


Allocation of Profits to Individual Plan Members 


Once the amount of the profit share is established, then it has to be allocated to the 
members of the plan. In general, it is intended that profits will be allocated in 
amounts directly proportional to the wages of the members over the plan year. Reve- 
nue Canada, however, would approve other reasonable allocation formulas provided 
they do not bias the profit-share allocation in favour of the higher-paid employees 
any more than an allocation based on the wages of plan members over the year. 
Examples of such formulas would include sharing the profits in the plan equally 
among all members, or making the allocation directly proportional to the time 
worked by plan members for the firm during the plan year. Under any allocation for- 
mula, however, top employees of the company will be restricted to receiving a max- 
imum of 20 per cent of the profit share of the plan. 


Top employees of a company for purposes of a gain-sharing plan would be defined as: 
(1) employees not dealing at arm’s-length with the employer; or (ii) employees who are 
significant shareholders, owning more than a 10-per-cent interest in the company; or 
(111) employees earning more than $60,000 (to be indexed over time) from the com- 
pany in the plan year. Where such top employees are allocated more than 20 per 


cent of the plan profit share, then the profit allocated to the plan would be split into 
two parts: 20 per cent to be allocated among the top employees and 80 per cent to be 
allocated among the remaining plan members. 


The share of profits owed to the members will have to be distributed within 120 days 
of the end of the plan year. This period will allow time for the verification of profit 
calculations. The profit share could be paid in cash or in company shares of equiva- 
lent value where this is mutually agreeable to labour and management. 


Payments to employees out of the plan will be deductible to the firm for tax pur- 
poses, and included in the income of the employees in the normal manner. 


Tax Incentive 


Profits allocated under the plan will be eligible for a tax credit of approximately 

10 per cent of the profits shared. This tax credit will be shared between the employee 
and the employer. A federal tax credit of 4 per cent will be awarded to employees. 
This credit will reduce the federal basic tax which serves as the base for calculating 
provincial income tax for provinces with tax collection agreements with the federal 
government. As a result, employees will benefit from a corresponding reduction in 
their provincial income tax equivalent to approximately 2 per cent of the profits 
shared, yielding a total tax credit of 6 per cent of profits shared. The federal govern- 
ment will give the employer a 4-per-cent tax credit based upon the profits shared with 
its employees. 


The maximum amount of an employee’s profit share that will qualify for the tax 
credit would be the lesser of (i) 25 per cent of his or her employment earnings in the 
plan year and (ii) $15,000 (indexed over time). This implies that the maximum tax 
credit that can be awarded to the employer and employee will be $1,500 per 
employee, subject to indexation. The maximum federal tax credit for employees will 
be $600 per employee as will that awarded to the employer. The provincial tax credit 
for employees will amount to a maximum of about $300. It is important to note that 
while there is a cap on the amount of the tax credit, there are no dollar limitations as 
to the amount of profits which can be shared under the plan. 


Labour-Management Advisory Committee 


To be registered, each gain sharing plan will be required to have a committee with 
representatives of labour and management. This committee will ensure the integrity 
and effectiveness of the plan by advising on an agreeable definition of profit and a 
profit share formula and by monitoring the operation of the plan, such as verifying 
the measurement of profit and allocation of the profit share. The verification of prof- 
its over the plan year might be achieved by deciding upon mutually acceptable audi- 
tors. 


Communication between labour and management on the financial performance of 
the firm is viewed as a critical element in the success of a gain sharing plan. The 
labour-management advisory committees are expected to play an active role in this 
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respect. While the committee need not be established until the plan is to be regis- 
tered by Revenue Canada, it could also be used by firms in the early stages of for- 
mulating a gain-sharing plan. 


Plan Registration 


Revenue Canada will be responsible for registering approved gain sharing plans 
which must be submitted before the commencement of a plan year. Registration will 
qualify the employees and employer to receive the tax credit based upon the profits 
shared. The information required on a gain sharing plan for Revenue Canada 
approval would include: 


(i) the specification of the group of employees covered by the plan; 
(11) the measurement of profit to be used by the plan; 
(1) the formula to be used for allocating a share of profit to the plan; 


(iv) the method for allocating the profit share of the plan among its members; 
and 


(v) the provision for a labour-management advisory committee in the plan and 
the composition of this committee. 


While any firm can agree to share its profits with its employees, the registration of 
approved gain sharing plans gives them access to tax assistance. The structure of a 
plan will have to remain unchanged throughout a plan year. Amendments to a plan, 
concerning in particular the definition of profit and profit share and the allocation 
formulas, will be allowed as long as these amendments are submitted to Revenue 
Canada for approval before the commencement of the plan year in which they are to 
take effect. 


The diagram in Appendix I provides an overview of the main features of a Registered 
Employee Profit Participation Plan. 


4. Conclusion 


The government believes that the proposal outlined above is flexible enough to have 
widespread application in the variety of circumstances that characterize Canadian 
businesses and employer-employee relations. It can, over time, contribute signifi- 
cantly to improving the productivity and competitiveness of Canadian industry and, 
by so doing, create meaningful and satisfying employment prospects for Canadians. 
The government is anxious to proceed with enabling legislation that will allow such 
plans to become operative for the 1985 taxation year. 


It is our intention to release draft legislation as quickly as possible. In the interim, 
we will shortly begin consultations with provincial governments and representatives 
of the business and labour communities. We will also welcome any comments or ques- 
tions about the proposal from individuals or groups across Canada. 
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Appendix I 


Essential Features of a Registered Employee 
Profit sees hates Plan 


Plan Membership 


All employees of 
firm or establishment 


Labour-Management Advisory Committee 


- to advise on profits to be shared 
— to monitor plan’s operation 


At least 10% 


Profits Allocated to Plan 


At most 20% | i: Atleast 80% 
Top Employees All Other Employees 


So Profits Allocated to Plan Members 


Allocation according to wages of members 
in plan year or other reasonable formula 


Employee Tax Credit 


Employer Tax Credit 


Federal 4% (maximum $600) Federal 4% (maximum $600) 
plus provincial approximately - - 


2% (maximum $300) 


Yi 


Appendix II 


Examples of Registered Employee Profit Participation Plans 


Example A 


A small firm with 10 employees has a wage bill composed as follows: 


Employee Number of Wages per 
category employees employee 
(i) 1 $60,000 
(11) 2 $40,000 
(111) 7 $25,000 
TOTAL 10 $315,000 


60,000 
315,000 


40,000 
315,000 


_25,000 _ .0794 
315,000 


Allocation 
weight applied 
to profit share 

of each employee 


1.0 


The firm has a registered plan which allocates 30 per cent of profits to the plan. 
Hence, if the firm has a profit of $105,000, then the plan is allocated $31,500 to 


share among the employees. The share to any individual employee is determined by 
multiplying the profit share ($31,500) by the allocation weight. This weight is deter- 


mined by dividing the wage of employee by the total wage bill of the company. 


Hence, the profit share in the plan is allocated to employees in each category as fol- 


lows: 


Profit share of each 
employee in category 


Employee 
category 


(i) .1905 times $31,500 = $6,000.75 
(ii) .1270 times $31,500 = $4,000.50 
(111) .0794 times $31,500 = $2,501.10 


Total tax credit to employees and employer” 


) Obtained by multiplying amounts per employee by the number of employees in each category. 
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Employee tax 


credit per 
employee 


$ 360.05 
$ 240.03 


$ 150.07 


$1,891.00 


Employer tax 


credit per 
employee 


$ 240.03 
$ 160.02 


$100.04 


$1,260.00 


.1905 


1270 


For the seven employees earning $25,000 each in wages, the profit share of $2,501.10 
each represents an increase in earnings of 10 per cent. In addition, the tax credit of 


$150.07 to each worker is equivalent to a deduction from taxable income of over 
$450. 


In this example, there is only one top employee and his profit share is less than 20 
per cent of the profits allocated to the plan and thus within the ceiling. 


Example B 


A similar small firm with 10 employees is considered here, except that there are now 
three top employees. The wage bill of this company has the following composition: 


Employee Number of Wages per Allocation 
category employees employee weight 
(i) 1 $75,000 75,000 _ .3658 
205,000 
(11) 2 $65,000 65,000 _ .3171 
205,000 
Total wages to top employees $205,000 
(111) 7 $25,000 25,000 _ .1429 
175,000 
Total wages to other employees $175,000 
Company wage bill $380,000 


This company has the same registered employee profit participation plan as the pre- 
vious example that allocated 30 per cent of profits to the plan. If the company has a 
profit of $120,000, then the plan is allocated $36,000. Now, it is evident that the 
three top employees would receive more than 20 per cent of this profit share if the 
normal allocation weights were used as in case A above. Hence, in this case, the spe- 
cial provisions are applied which divide the profit share into two parts: 20 per cent of 
the profit share, or $7,200, goes to the top employees and the remaining $28,800 is 
allocated among the other employees. The allocation weights for the top employees 
are determined by dividing the wage of each top employee by the total wages of all 
top employees, as illustrated above. This weight is then applied to the profit share of 
the top employees to determine the profits allocated to each of these plan members. 
The allocation weights of the other employees are calculated in a similar fashion and 
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applied to the profit share allocated to them. Hence, the employees in the different 


categories receive the following profit shares: 


Employee Profit share of each 
category employee in category 
(1) .8658 times $7,200 = $2,633.76 
(11) .3171 times $7,200 = $2,283.12 
(iii) .1429 times $28,800 = $4,115.52 


Total tax credit to employees and employer” 


“) Obtained by multiplying amounts per employee by the number of employees in each category. 


Employee tax 


credit per 
employee 


$ 158.03 
$ 136.99 


$ 246.93 


$2,161.00 


Employer tax 


credit per 
employee 


$ 105.35 
$ 91.32 


$ 164.62 


$1,440.00 


Appendix III 


Studies Referred to in the Paper 


1. Canadian Manufacturers Association, ““Competing in the Global Village’’, 
1982. 


2. D.V. Nightingale, Workplace Democracy, An Inquiry in Employee Participa- 
tion in Canadian Work Organizations, University of Toronto Press, 1982. 


3. People and Productivity. A study from the New York Stock Exchange Office 
of Economic Research, 1982. 


4. T.J. Peters and R.H. Waterman, In Search of Excellence, Lessons from 
America’s Best-Run Companies, Harper and Row, 1982. 


5. U.S. General Accounting Office, Productivity Sharing Programs: Can They 
Contribute to Productivity Improvement, Washington, D.C., March 1981. 
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